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ABSTRACT

This report examines the economic effect of public power’s continued use of tax-exemp t
bonds to finance its output facilities when the electricity industry is restructured to introduc e
competition in the generation and retailing of power and to require open access in th e
transmission of power. The report will be updated as legislative activity proceeds on S. 148 3
and the Administration’s proposal for restructuring the electricity industry.



Restructuring Electricity Markets, Public Power, and Tax-
Exempt Bonds: An Economic Analysis

Summary

Tax-exempt bonds subsidize public power’s cost of capital and enable it to lowe r
price. The subsidy is economically beneficial (enables public p ower price to reflect
the true cost of electric service) only if the private market fails to  provide the correct
amount of electricity. In general, the private market does provide the correct amoun t
of electricity; in those cases when it does not, the tax-exempt bond subsidy is unlikel y
to correct the problem. Tax-exempt bond legislation over the last 30 years i s
consistent with this perspective; its focus has been to prohibit the spread of subsidize d
public power beyond its traditional service areas.

For public power entities entering a competitive electricity network, the existin g
tax rules would eliminate tax-exempt status for bonds that fund new capital facilit ies
and also would require issuance of taxable debt to retire outstanding bonds fo r
existing facilities. For new facilities, the reduced capital cost provided by tax-exemp t
bonds enters into public power’s pricing decisions and enables it to charge lowe r
prices. Continued use of tax-exempt bonds in a new competitive setting woul d
expand the provision of subsidized power beyond traditional service areas and reduc e
the potential economic gains from industry restructuring. Thus, economic wel fare is
enhanced by the existing tax rules that prohibit use of tax-exempt bonds to finance
new capital facilities to be used in the competitive network.

Economic analysis indicates that for capital facilities in place prior t o
restructuring, tax-exempt bond interest expense does not enter into the pricin g
decision, and grandfathering outstanding tax-exempt bonds would not provide a
competitive advantage. Grandfathering would not adversely affect the economi ¢
gains from industry restructuring. Indeed, a failure to grandfather could adversel y
affect the economic gain from restructuring if the expense of taxable interest rate s
induced public power authorities to avoid the expense by maintaining their monopol 'y
(not participating in open access plans), thereby reducing the scope of competition.

Some argue that transmission facilities should continue to be financed with tax
exempt bonds, like a public highway. High exclusion costs req uire public provision
of local highways. Exclusion is not a problem for the transmission network
Continued subsidy via tax-exempt bonds would lower electricity prices and reduce
federal revenue without providing offsetting benefits for federal taxpayers.

Treasury regulations issued in January 1998 and S. 1483 intr oduced by Senator
Murkowski, would provide some relief but would not  grandfather all outstanding tax -
exempt bonds. The Administ ration’s March 1998 electricity restructuring proposal
would prohibit tax-exempt bonds for new facilities to be used in the competitiv e
network, but would grandfather the outstanding bonds for existing facilities. It woul d
also impose an excise tax to finance industry subsidy of related  activities, such as low -
income energy assistance, that is now financed from monopoly rents capt ured by the
regulatory process and federal tax advantages provided to public power. The tax wil |
reduce the economic gains from restructuring; alternative financing might be explored
This report will be updated as legislative action occurs.
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Restructuring Electricity Markets, Public Power,
and Tax-Exempt Bonds: An Economic Analysis

I. Introduction

This report examines the economic effect of public power’s continued use  of tax-
exempt bonds to finance its output facilities when the electricity industry i s
restructured to introduce competition in the generation and  retailing of power and to
require open access in the transmission of power.

The electricity industry has long been characterized by monopoly, that is, by
firms with exclusive franchises to sell electricity to consumers in predetermined areas .
Regulatory policies are being implemented at the present time to restructure th e
industry. These policies would replace a portio n of this monopolistic structure with
competition among utilities for the gener ation and sale of power, and would require
that facilities to transmit power be made available to all generators of power a t
nondiscriminatory prices. The intentio n is to lower electricity prices. This move to
restructure the industry has heightened policy concerns about several cost-reducing
tax advantages that give utilities owned by state-local governments or their dul y
designated power authorities (“public power”) the capacity to sell electricity at a pric e
that does not reflect its real resource cost a nd is below the price charged by utilities
owned by private investors (investor owned, or “IOUs”), whose price presumabl y
more closely reflects real resource costs. Continuation of these subsidies coul d
reduce the expected economic gains from restructuring.

One of these advantages, the exclu sion from a federal taxpayer’s gross income
of the interest income earned on state-local debt, reduces public power’s capital cost .
Although the IOUs long objected to public power’s use of these “tax-exempt bonds,
the subsidy was not particularly economically threatening as long as the electricit
market was characterized by monopoly. From the IOUs' perspective, competitio
makes the cost advantage conveyed by public power's use of tax-exempt bonds
more serious threat to their market share and financial success. Tax law a
constituted through 1997 would require many public power entities that choose or ar
forced to engage in competition to forego use of tax-exempt debt for new outpu
property (generat ion, transmission, and distribution facilities) and to refinance debt
for existing output property at taxable interest rates. I[OUs believe these pre-1998 ta x
rules should be enforced.

- 0 »n O B<

From public power's perspective, the use of tax-exempt bonds is an historical an d
legal right, one that enables it to provide electric power at a price that does not reflec t
real resource cost for good reason. Any violation of the existing tax-exempt bon d
rules that results from actions take n to comply with restructuring policies is not one
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they have chosen but one being forced upon them. They believe tax-exemptbondla w
should be adjusted to allow public power continued use of these bonds.

This report begins by explaining how competition is expected to affect electricit y
prices and how the use of tax-exempt bonds can affect these prices. This is followe d
by analysis of whether the economic goals of electricity restructuring are better serve d
by continuing or eliminating public power’s use of tax-exempt bonds. This issue is
considered separately for investment in new output facilities and existing outpu t
facilities. The possibility is then discussed that transmission facilities, a segment of th e
industry that will remain regulated under current restructuring schemes, shoul d
receive special consideration for continued tax-exempt bond financing. The report
then discusses the potential loss of the current regulatory  framework’s subsidy of suc h
related activities as research, rural electric rates, and the electricity bills of lower -
income customers. The report ends with a description of the Treas ury Department’s
January 21, 1998 temporary regulations for output facilities, Senator Murkowski’ s
proposed treatment of tax-exempt bonds for output facilities in S. 1483, and th e
Administration’s proposed treatment of tax-exempt bonds as presented in it s
electricity restructuring plan of March 25, 1998.

II. Deregulation of Generation and Retailing: Electricity
Prices and Tax-Exempt Bonds

This section explains the relationship between deregulation (the introdu  ction of
competition into the generation and sale of electricity) and pr ice; and how the use of
tax-exempt bonds can affect the price charged by a utility.

A. Competition and Electricity Prices

The provision of electricity in the United States historically has been divide d
between investor-owned utilities (IOUs), public power, cooperatives, federal agencie s
(“federal power”), and independent power producers. In 1996, the 2,000+ publi ¢
power utilities produced about 8.6 percent of the nation's utility-produced electri ¢
power. Because public power purchases electricity for resale from IOU s and federal
power, it accounts for about 14 percent of final electricity sales.

Provision of electricity involves four distinct functions: generation — th e
creation of electricity; transmission — transportation of electricity over lon g
distances; distribution — transportation of electricity from distribution centers t o
consumers; and retailing — the metering and billing of consumers. The industr y
historically has been organized into firms with exclusive franchises to sell ~ electricity
to consumers within a predetermined area. Many of t hese monopolies are vertically
integrated, which means that they perform some combination of these four functions .
Not all firms perform all functions. For exa mple, some distribute and retail but buy
generation and transmission services from other firms.

Monopolies are regulated by the public sector to counteract their tendency to sel 1
too little output at higher th an optimal prices. With electric utilities, this regulation
tends to focus on setting prices to ensure that producers receive an “adequate” rat e
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of return on capital. In other words, prices are set to enable each utility to recove r
its capital costs, even if the production facilities built with the capital are inefficient
and produce power that is more costly than could be obtained from alternativ e
sources.

Some have argued that two of the four functions, generation and retailing, are
not natural monopolies and can be transformed into competitive markets. In a
competitive electricity market, prices would reflect the marginal cost of electricit y
generation. Generatio n plants for which this price is insufficient to pay for average
costs would be replaced by plants whose costs were lower. Inefficient producer s
would be driven from the market and electricity prices would decline for man y
consumers.

The Public Utility Regulatory Policies Act of 1978 inadvertently laid th e
foundation for deregulation by opening the generation of electricity to non-utilit y
entrants.' These new entrants along with the advent of new generating technolog y
created a cost-effective alternative to traditional generation, leading the Federa 1
Energy Regulatory Commission (FERC) to approve interstate  wholesale sales based
on market rates rather than on the seller's costs incu rred to generate and transmit the
power. The Energy Policy Act of 1992 formalized competition in the wholesal e
generation market.

Of course, the advantages of low-cost electricity generation can be lost 1 f
competitors with high-cost electricity who also own the transmission lines pric e
transmission services in a nonco mpetitive fashion. Accordingly, FERC Orders 888
and 889, adopted in April 1996, provide for open access to the transmission grid at
the wholesale level for all generators of electricity, which means transmission service s
must be priced in a nondiscriminatory manner. FERC is powerless, however, t o
mandate open access within a state — access that is necessary to realize the ful 1
benefits of retail competition. Various states have been implementing or studyin g
retail competition, and are considering open access plans for transmi  ssion facilities.

B. Electricity Prices and Tax-Exempt Bonds

Government occasionally interferes in the market system of price s by imposing
taxes on the pr oduction of some goods and granting subsidies for the production of
other goods. The subsidized producer can offer a lower price and has  a competitive
advantage over unsub sidized producers. Section 103 of the Internal Revenue Code
(the Code) excludes from gross income and federal income taxation the interes t
income on bonds issued by public power. This lowe rs the interest rate on the bonds
and reduces public power's cost of capital. Public power and its customers value the
capital resources at the interest cost paid by public power. But the real value of the

! A more complete discussion of legislation relevant to electric deregulation appearsi n
U.S. Library of Congre ss, Congressional Research Service, Electric Utility Restructuring:
Overview of Basic Policy Questions, Report 97-154 ENR by Larry B. Parker, January 28,
1997, 16p.

? See various issues of LEAP Letter published by William A. Spratley & Associates,
Inc. for information about state-local policies.
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capital is measured by its best alternative use; this value is measured by the taxable
interest rate.

In a world without competition, publ ic power can use its lower borrowing cost
to do any combination of three things. * First, it can pass the subsidy through to it s
customers in the form of lower prices. Second , it can charge a price consistent with
no subsidy and use the cost savings to provide related services such as low-income
energy assistance or preferential rates for rural customers. Or it can pass the subsidy
through to the political jurisdiction’s general fund for tax relief and/or increased publi ¢
services. Third, it can operate inefficiently with high variable costs (such things as
labor, fuel, and transportation), providing neither lower prices nor tax relief/higher
public services.

To the extent publi c power chooses the first of these options and lowers price,
public power's customers either are being induced by the low price to consume too
much electricity or they could have purchased that el ectricity from another producer
who was paying the full cost of capital but managed to produce electricity mor e
efficiently. In either case, the system may be wasteful. With the advent o f
competition in electricity generation, [OUs argue this subsidy will give publicp ower
a competitive advantage over IOUs and could inhibit the market adjustment s
necessary to produce electricity at the least cost to society.

ITI. Tax-Exempt Bonds for New Output Facilities?

In a competitive market, price is set equal to marginal cost, the cost of producin g
an additional unit of output. A firm maki ng a decision about investing in new plant
will not make the investment if its expected price and output are not sufficientt o
cover all costs inclusiv e of fixed costs. Since the tax-exempt bond subsidy reduces
public power's fixed costs, it gives public power the potential to drive the market pric e
down to a level that would impose losses on IOUs. Thus, according to economi ¢
analysis, IOUs are correct that continued public power use of tax-exempt bondst o
finance new facilities in a competitive market could provide public power with a pric e
advantage.

Despite these effects, continued public power use of tax- exempt bonds for new
facilities could be a desirable public policy if this subsidy of public power satisfies
some federal policy goal that provides benefits to federal taxpayers. Public powe r
claims that its tax advantages flow from the rig ht of communities to operate electric
utilities as a public service, the very basis of our democratic and multi-level (federal )

? A second cost advantage is provided by public power's exemption from paying federa 1
income taxes. Some argue th at these public power federal tax benefits only work to offset
federal tax benefits received by IOUs. I0Us’ tax benefits may reduce their effective tax rat e
on net income below their statutory rate. However, unless this tax treatment reduces th e
effective federal tax rate to zero, the cost advantage enjoyed by public power’s exemption
from federal income taxation is only reduced, not eliminated.
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system of government, and that its lower rates relative to IOUs serve as a competitiv e
yardstick that reflects the “true” costs of electric service. *

A. The Justification for the Tax Advantage

The alleged right of state-local governments to mak e their own fiscal decisions
in our democratic multi-level system of government without interference from anothe r
level of government is a legal justification. It asserts that any taxation of interes t
income derived from state- local bonds is unconstitutional because the exemption is
protected by the Tenth Amendment and the doctrine of intergovernmental ta x
immunity.

As the congressional effort begun in 1968 to restrict state-local governments'us e
of tax-exempt bonds for what Congress believed to be private purposes intensifiedi n
the 1980s, the issue of whether the basis for tax-exempt bonds is constitutional o r
statutory was tested in the courts. The issue was settled by a 1988 Supreme Cour t
decision (South Carolina v. Baker, 485 U.S. 505 [1988]) that rejected this claim of
constitutional protection, leaving Congress free to impose restrictions through th e
legislative process (described in detail in section III. B.). °

This leaves public power's other argument to justify its use of tax-exempt bond s
for new output facilities — that its lower electric rates serve as a competitiv e
yardstick which reflects the true cost of electric service. Sec tion II.B. explained that
use of tax-exempt bonds allows public power to charge a price that understates the
real resource cost of electricity. This understatement of real resource cost can only
represent what public power refers to as “true” cost if the private market fo
electricity fails to provide the proper amount of electricity at the proper price, and th
tax-exempt bond subsidy enables public power to lower its price and correct thi s
market failure.

a =

According to economic theory, markets can fail in a variety of ways. 1 f
electricity's economic characteristics rendered it unsuitable for private production
public power provision would be necessary. This is not the case. Electricit y
possesses the characteristics required for private sector production: consumptio n can
be denied to those unwilling to pay for it (un like national defense); and one family's
consumption of a unit of electricity prevents another family from consuming the sam e
unit (again, unlike national defense). Public production is not necessary in order tha t

* American Public Power Association, Public Power and the Myth of the Electric Utility
Industry's “Level Playing Field,” undated. See p. 1-2.

> Few issues are ever entirely resolved, and this one could arise again some tim e in the
future. Some argue the Supreme Court's South Carolina decision is incorrect on the basis
that it presumes the federal government has a property right to the interest income on tax-
exempt bonds. If this federal property right does not exist, the exemption cannot be equate d
to a subsidy, and the economic argument justifying taxation of the interest income of state-
local debt is incorrect. “By way of illustration, one certainly would not label the decisionb y
a thief not to rob an owner a subsidy to the owner from the criminal.” Maxwell A. Miller an d
Mark A. Glick, “The R esurgence of Federalism: The Case for Tax-Exempt Bonds,” Texas
Review of Law & Politics, v.1, Spring 1997, 25-59.
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electricity be provided, as is obvious from the fact that more than 75 percent o
electricity consumption is provided by IOUs.

But private markets also fail when they provide a good but the amount the y
provide is too large or too small. In fact, this is the economic rationale for state-loca 1
provision of many services. And it is the economic rationale (as opposed to the lega 1
rationale discussed above) for the tax-exempt bond subsidy of public capital formatio n
— that state-local pu blic capital facilities and the public services provided by those
capital facilities tend to be underprovided. The sheer number of state and loca 1
jurisdictions implies that any one jurisdiction's political boundaries likely fail t o
encompass all individuals and businesses who benefit from its public services. Thus
some of the collective consumption benefits from public services spill over the borde r
of a taxing jurisdiction, as in the case of some educational services or environmental
projects. Collective consumption benefits from providing such goods exceed th
benefits to taxpayers in the providing jurisdiction. Because taxpayers tend to b
unwilling to pay for services received by nonresidents, it may be desirable for a highe
level of government (which does receive payments from the nonresident beneficiaries
to subsidize residents' consumption in order to induce state-local governments t o
provide the proper, that is, a larger, amount of facilities.

~ = O O

Thus, the economic case for a federal subsidy such as tax-exempt bonds focuse s
on the likelihood that the state-local sector does not adequately correct the privat e
market failure, and this state-local “‘under provision” is attributable to its citizens ’
unwillingness to pay for benefits th at would be provided to taxpayers living outside
the jurisdiction. Does state-local provision of electricity satisfy this criterion? Does
the tax-exe mpt bond subsidy enable public power to account for the social benefits
and social costs of electricity?

Three circumstances might cause the amount of electricity provided by public
power to be nonoptimal and impose external or spillover effects on nonresiden t
federal taxpayers. First, the electricity production process might generat e
environmental costs that flow down river or are carried upwind/downwind t o
nonresidents, and consequently are not taken into account when making decision s
about output and price. To the extent these costs exist, the appropriate federa |
response would be to impose a tax (thereby internalizing the pollution costs) ort o
impose regulations, not to provide a subsidy to public power.

Second, reliance on a sole provider for a geographic area (a s a cost-minimizing
strategy) might impose higher electricity costs and prices on nonresidents by denying
the utilities serving these nonresidents access to markets necessary to achieve a n
efficient scale of operation. A subsidy of public power does not correct this problem.
In fact, the current efforts of the federal government and some states to adjust th e
industry's regulatory structure to promote competition are designed to correct thi s
problem, and the tax-exempt bond subsidy of public power is potentially a n
impediment to these efforts.

Finally, resort to public power may have been necessary because privat
producers did not find it profitable to provide the universal service that society deem
to be fair at a cost that is affordable to geographically isolated consumers. An
federal taxpayers may value the redistributional aspects of such service such that the

< Qo wn o
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are willing to pay for it. At the end of the 20 ™ century, universal serv ice is a reality. °
But economists argue that using tax-exempt bonds to achieve such service i s
inefficient and inequitable. It subsidizes consumers within public power service area s
that have no universal service problem. In areas with a problem, it subsidizes al 1
consumers rather than the relatively few who need it. And it provides no subsidy fo r
needy consumers in areas served by IOUs.

In summary, the exclusion from federal income taxation of interest income on
tax-exempt bonds for public power is a subsidy that obscures rather than reveals the
true cost of electricity a nd redistributes income to public power customers from the
75 percent of the country that purchases its electric power through the privat e sector.
Such subsidies might be expected to serve an efficiency goal of correcting for marke t
failure caused by spillover effects, but these do not appear to be great for electricity
provision, and those that do exist can be addressed with appropriate governmen t
regulation or taxation (not subsidy) of private industry rather than governmen t
production. To the exten t the subsidy is used to finance lower-cost service to those
in need, such assistance could probably be provided more efficiently (at lower federa 1
budget cost).

Of course, the subjective judgment of t axpayers in a state or a local region still
may be that public production of electricity is justified, and if they believe suc h
provision should be subsidized they are free to provide such subsidies even inth e
absence of a federal subsidy. ’ In addition to the benefits such a subsidy would provid e
to state-local taxpayers due to a perceived correction of market failure, it woul d
redistribute income to state-local citizens according to each person's electricit y
consumption and from state-lo cal citizens according to each person's state-local tax
burden.

B. Bond Legislation Affecting Public Power

The previous section analyzed the economics of continued use of tax-exemp t
bonds to finance new output facilities. Would denying such bond use represent a
break with congressional tax-exempt bond policy?

Congress has engaged in a thirty-year effort to deny use of the federal subsidy
provided by tax-exempt bonds for goods and services that do not satisfy it s
conception of public services.® And some of these efforts have been directe d
specifically at public power.

This may be attributable in part to direct federal programs such as the Tennessee Valle y
Authority and in part to the regulatory process subsidizing some service with monopoly rents .
The reduction in these rents that is a byproduct of industry restructuring could put suc h
subsidies at risk. This is discussed in section VI of this report.

" In fact, public power does not pay state or local income taxes. In som e cases, it does
make some smaller payments in lieu of state-local income taxes.

¥ For more detail concerning the legislation discussed in this section, see U.S. Library
of Congress, Congressional Research Service, Tax-exempt Bond Legislation, 1968-1996: An
Economic Perspective, Report 96-698 E by Dennis Zimmerman, August 13, 1996, 41 p.
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Having federal taxpayers pay part of the inte rest costs on state-local borrowing
encourages state-local governments to invest in capital facilities to provide publi ¢
services. But it also creates a problem: it encourages state-local officials to use the
low-cost capital to provide se rvices to their constituents at a reduced price, services
that can be and are provided by the private sector at a higher price that reflects th e
private sector's higher borrowing cost (the full value of the resources used). Th e
public sector can provide these services in two ways. First, it can directly produceth e
good at a lower price. Second, it can make loans to private businesses and eve n
private individuals to produce the good ata lower price. The potential for the state-
local sector to expand the scope of its production activities or to assume the role of
a commercial banker is obvious.

Congress first attempted in 1968 to control the commercial banker role of state -
local officials. It declared state-loc al bonds to be taxable if: (1) 25 percent or more
of the bond proceeds are to be used by a nongovernmental person (the “use” test) ;
and (2) 25 percent or more of the debt service on the bonds is to  be secured (paid)
by property used directly or indirectly in a trade or business (the “security” test)
These percentages were changed to 10 percent in the Tax Reform Act of 1986, and
bonds satisfying the tests were called taxable private-activity bonds. °

The focus of these rules was to prevent tax-exempt bond proceeds from being
converted into loans for private investments in manufacturing and commercia |
physical capital. Some activities were allowed continued use of tax-exempt bonds
even if they satisfied the private-activity bond rules. One of these activities is “local
furnishing” of electricity. An IOU's (or independent power producer's) electricit 'y
sales must be confined to two contiguous counties o 1 a city and a contiguous county
to qualify as a local furnisher eligible to use tax-exempt private-activity bonds
However, Congress limited the use of these bonds by including them in the stat e
private-activity bond volume cap that is equal to the greater o f $50 per state resident
or $150 million each year. Inclusion in the cap means that the bonds issued for loca 1
furnishers must compete with most other exe mpt private activities within a state for
a share of the state's annual allocation of tax-exempt private-activity bonds. '

But many state-local governments historically have subsidized electricity for thei r
citizens through publicly owned utilities, not by conveying the subsidy to IOUs o r
independent power producers. These publicly owned facilities also have the potentia 1
for allowing private businesses to garner the benefits of the tax exemption for privat e
use. Thus, rules were developed that required p ublic power contracts for the sale of
electricity to private businesses to be executed at non-preferential rates and with term s
that did not otherwise transfer additional portions of the tax benefits to a privat e

? The most comprehensive discussion of legislative changes affecting public powe r
appears in Joint Committee on Taxation, Federal Income Tax Issues Arising in Connection
with Proposals to Restructure the Electric Power Industry, (JCS-20-97), October 17, 1997,
9-20.

10 Additional restrictions on local furnishers were enacted in 1996, discussed below.
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business. Those contracts that did not meet these requirements would be counte d
against the 10 percent rules. "'

This is a confusing situation. As discusse d in the preceding section, electricity
has all the characteristics of a private good. About 75 percent of all electricit y
consumption in the United States is provided by the private, not the public, sector
By its very nature, public power converts the federal tax-exempt bond subsidy t
private use. But the only portion of the subsidy considered by the private-activit
bond tests to be private use is that portion associated with contracts offered a
preferential rates not available to the general public. '

-+< O .

Not counting as private use those contracts issued by public power at non
preferential rates to large users located beyond its traditional service area conceivabl
could have lead to the expansion of public power’s market share at the expense o
IOUs. This has not happened because the binding constraint here is the privat
market, not the tax law. Before investors will purchase the bonds used to build publi
power output facilities, they must be reasonably certain the facilities will generat
revenue sufficient to pay the interest and principal on the bonds. Substantia
expansion of capacity directed to large users outside public power’s traditional servic
area cannot provide such assurances. The buyers’ demand for electricity is subject t
fluctuation with the business cycle, and, being beyond public power’s traditiona
service area, the buyers have an alternative supplier. In addition, the public powe
entities are dependent upo n other utilities for transmission and distribution services
beyond their traditional service areas, and these other utilities might charge rates th ~ at
prevent it from passing much of the tax benefit through in lower prices.

- — 0 O — 0O O 0 —H<

Nonetheless, congressional concern with the spread of power subsidized with
tax-exempt bonds caused it in the 1986 Tax Reform Act to impose more sever e
restrictions on private use of bond proceeds for output property than it did for al 1
other eligible private activities. Any bond issue for which 5 percent or more of the
proceeds are used to finance output facilities is limited to a maximum $15 million  of
private use. Thus, any bond issue for which 10 p ercent private use (the standard for
all other private activities) would exceed $15 million in effect is limite d to less than

" A discussion of these contract rules is provided in Temporary and Proposed Private
Activity Bond Regulations: Public Utility Output Facilities, Fulbright & Jaworski L.L.P. ,
January 1998.

">This internal inconsistency is inherent in the form of the subsidy, one that is provided toan 'y
service state-local governments choose to provide. In the absence of constitutional protectio n
for tax-exempt bonds, Congress could choose to eliminate such inconsistencies and many
difficult tax-exempt bond policy issues by taxing the interest income on state-local d ebt and
providing an explicit subsidy to those state-local services it believes provide significan t
economic benefits to federal taxpayers. Such a “taxable bond option” has been considered
by previous Congresses. The Taxpayer Relief Act of 1997 instituted Zone Academy Bonds
a variant of the taxable bond option structured to provide a taxable federal tax credit rather
than tax-exemp't interest income. These bonds, which effectively pay all of the state-local
government’s interest cost, are restricted to certain capital facilities for educati on. See U.S.
Library of Congress, Congression al Research Service, Tax-Exempt Bond Provisions of the
Taxpayer Relief Act of 1997, Report 97-828 E by Dennis Zimmerman, Septem ber 10, 1997,

5p.
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10 percent private use if the private use is electricity generation. In addition, the $15
million limit applies to all outstanding bonds for the project, not to each individual
bond issue as is true for all other private activities. Given that electric facilities ofte n
cost hundreds of millions of dollars, for most projects the $15 million limitatio n
imposes a private use share much smaller than 10 percent.

Congress deemed this special treatment necessary because existing law permitte d
I0OUs temporary use of more than 25 percent o f multiple billion dollar public power
bond issues. These bonds woul d be issued to finance public power facilities whose
output for public power customers would not be needed until far in the future. The
determination of private use of electricity output in a given year from these bond -
financed facilities was calculated as a percentage of the expected electricit y
production over the facilities’ life, thus allowing sale of excess capacity to  IOUs that
far exceed the allowable 25 percent that prevailed from 1969 through 1986.

Congressional desire to limit the spread of electricity subs idized by tax-exempt
bonds was further demonstrated by two additional actions that followed the 1986 act .
First, the Omnibus Budget Reconciliation Act of 1987 adopted a provision that treat s
as private-activity bonds subject to the volume cap any tax-exempt bond issue fo r
which 5 percent o r more of the proceeds are used to acquire output property owned
by IOUs."” The only excepti ons are for public power to acquire property to provide
service to an area currently served or an annexed area contiguous to and not mor e
than 10 percent of the area currently being served. Given the s ize of the volume cap
and the size of most power projects, this provision virtually precludes expansion of
public power's market share through this means.

Second, the Omnibus Budget Reconciliation Act of 1996 further restricted 10U
or independent power producer use of private-activity bonds for “local furnishing”
(discussed earlier in this section) to service territories that were using the bonds prio r
to January 1, 1997. In effect, those providers using the bonds at that time wer e
grandfathered; additional “local furnishers” were prohibited.

In summary, allowing tax-exempt bonds to be used for new output facilities afte r
deregulation of generation and retailing has been implemented would give publi ¢
power a competitive advantage over I[OUs. It would increase the share of the marke t
in which consumers are paying a price that does not reflect power’s real resourc e
cost. This would be desirable only if the electric power ma rket is characterized by a
market failure that is corrected by public power's use of tax-exempt bonds. This doe s
not appear to be the case. Furthermore, three decades of tax legislation seems to hav e
been directed to controlling the spread of the tax-exempt bond subsidy to areas not
served historically by public power. Proposals to deny use of these bonds for ne w
public power output facilities that are used to participate in the competitive market
are intended to prevent differential treatment of IOUs, minimize distortions in th e
electricity market, and continue the thrust of long-term federal tax policy in this area .

BThis provision is discussed in U.S. Library of Congress. Congressional Res earch Service,
Tax-exempt Bond Financed Takeover of Investor-owned Utilities: An Issue of Privatization
and Competition, Report 88-174 E by Dennis Zimmerman, March 2, 1988, 8p.
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IV. Tax-Exempt Bonds for Existing Output Facilities?

Will the tax-exempt bonds that public power used to finance existing outpu t
property allow it to charge a lower price and gain an unfair advantage whe n
competing to sell power from those facilities? Money that was borrowed to construc t
existing output facilities represents fixed costs. The interest cost on its debt is part
of these fixed costs. Public power must pay these costs, unless it goes bankrupt
whether or not it maintains its production and customer base.

A public power utility will make pricing decisions to compete against othe r
utilities on the basis of its variable cost, items whose use varies with production suc h
as labor, fuel, and transportation. It will lower its price to retain  or attract customers
provided the marginal revenue from that decision equals or exceeds its variable  cost.
If its variable cost is high relative to its competitors’ variable cost, those = competitors
will drive price down to a level where the public power authority cannot compete an d
it will lose market share. Ifits variable cost is low relative to its competitors’ variabl e
cost, it will drive price down to a level where its competitors cannot compete and it
will increase market share. Note that the lower interest cost of public p ower relative
to IOUs does not affect this pricing decision on production from existing outpu t
facilities and will not provide an unfair advantage to public power. '

If a decision to compete or a mandate to sha re its facilities with private entities
causes public power’s tax-exempt bonds to violate the private-activity bond rules
these bonds become retroactively t axable.'> The way such a situation is likely to be
handled is either for the utility to issue taxable debt and use the bond proceeds t o
retire the tax-exempt debt or to pay the Internal Re venue Service the lost federal tax
revenue that would result if the bonds were to remain tax-exempt. Such increase d
costs shift up the firm’s fixed costs and decrease its net income or increase its net loss
but they do not affect its variable cost or its pricing decision. In other words, forcin g
public power to refinance its existing tax-exempt debt as taxable debt will not chang e
the competitive relationship between public power and IO Us nor will it improve the
ability of deregulation to provide economic benefits to consumers.

Refinancing at taxable rates could, however, have some negative consequences
The federal government is responsible for regulating interstate commerce 1 n
electricity, but the regulatory task for intrastate commerce is left to the states.  The
federal government cannot force the states to force public power to open accesst o
its transmission and distribution facilities for intrastate retail competition. Publi ¢

"“The same cannot be said for two other federal cost advantages enjoyed by public power: (1 )
exemption of'its income from federal income tax; and (2) preferences for the purchase of low -
cost federal power. Both of these advantages do enter into variable cost and will affect pricin g
decisions on output from existing facilities. Fora discussion of federal power preferences,
see: U.S. Library of Congress. Congressional Research Service, Power Marketing
Administrations: A Time for Change?, Report 95-356 ENR by Larry Parker, March 7, 1995 ,
22p.

!> The Joint Committee on Taxation has provided a variety of specific examples t o

illustrate how such post-issuance violations might occur. Joint Committee on Taxatio n
(1997), 18-20.
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power firms that see few benefits from competition may be reluctant to participate i n
open access plans because the decision might cause their tax-exempt bonds to becom ¢
taxable and raise their interest costs. This woul d reduce the geographic reach of the
network, the amount of competition, and t he potential benefits for other consumers.

Thus, proposals to provide public power relief from post-restructuring violatio n
of the private-activity bond rules for debt outstanding at the time restructuring occur s
make economic sense. Providing relief would not adversely affect IOUs’ ability to
compete for customers and the potential economic benefits of deregulation. A
decision to enforce the private-activity bond rules for existing output facilities has two
major consequences, one a clearly undesirable negative effect on economic efficienc y
and the other a distributional effect whose desirability depends upon subjectiv e
judgments. First, enforcing the existing rules might induce some public powe r
authorities to refuse to participate in open access plans in order to retain their tax -
exempt bond privilege, an action that would limit the scope of competition and reduc e
the economic gains from restructuring. Second, for those public power authorities
that do choose to participate, it would shift the incidence of the cost of the subsidy
from all federal taxpayers to public power’s electricity consumers.

V. Are Transmission Facilities a Special Case?

Because the transportation of electricity over long distances is most economicall y
performed by one provider, transmission facilities do not appear to be a goo d
candidate for competition. The potential for an unregulated owner of such facilities
to provide favorable rates for its own power has caused FERC in order 888 and som ¢
states to propose that all transmission facilities be placed in the hands of a n
independent system operator (ISO). This operator would be responsible fo r
maintaining a system open to all generators of electricity for the transmission of thei r
power at nondiscriminatory rates, thereby encouraging maximum retai 1 competition.

Some have argued that an ISO, whether organized as a private, nonprofit, 0 r
public firm, will in effect be a public utility providing s ervices to the general public,
much as a public highway. As such, it is argued that new transmission facilities are
a special case and should be financed with tax-exem pt bonds, even though privately
owned facilities are not currently eligible for tax-exempt financing. '®

In fact, the economic characteristics of the transmission network are no t
analogous to those of a public highway. Why are highways most often provided by
the public sector? First, if they are not congested, an additional user can b e
accommodated at virtually zero marginal cost, which implies a price incompatible wit h
private provision. Second, even if the highway is congested, it is very costly t o
exclude those who do not pay for the service, particularly on local highway networks
And as a practical matter, it is inexpensive to price the servic e through a user charge

'®Of course, were the ISO orga nized as a private firm, it would violate existing tax-exempt
bond law and could not use tax-exempt bonds. The fact that it could be organized as a privat ¢
firm essentially says that these services possess the characteristics of a private good an d
public subsidy is only justified if the “correct” amount is not provided.
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such as the gasoline tax. In effect, this brief discussion indicates private highwa 'y
provision in many circumstances might result in too little and unnecessarily costl 'y
service being provided.

Transmission services are very different. They may or may not be subjectt o
congestion. But it is not expensive to exclude those who don’t pay. Such services
can easily be provided by the private sector, as is evidenced by the fact that thes e
services currently are overwhelmingly provided by the private sector.

Any failure of privately owned transmission facilities to provide the correc t
amount of services is due to it being a decreasing cost industry conducive t o
monopoly provision. This problem can be corrected by regulation. Allowin g
continued use of tax-exempt bonds would mean the customer would be paying less
than the real resource cost of transmission services, € ven though this reduced cost is
not correcting a market failure.

Providing a tax-exempt bond subsidy would give the ISO the potential for unde r
pricing transmission services and encouraging too much electricity consumption. O r
it might lead to inefficient management that incurs unnecessarily high variable costs
Or it might be used to continue the funding of the numerous subsidies of relate d
activities that are financed from the existing regulatory system’s monopoly rent s
(discussed in the next section). However the ISO might use a tax-exempt bon d
subsidy, federal taxpayers must consider carefully whether they receive benefit s
commensurate with the federal tax dollars they forego because of the bond subsidy.

VI. Subsidy of Related Activities

One attribute of a monopolistic market is that the lack of competiti on generates
“rents” for the monopolist. Left unregulated, the rent would appear as a risk-adjuste d
rate of return on investment for the monopolist that exceeds a normal or  competitive
rate of return. One of the objectives of regulating a monopoly is to eliminate 0 r
reduce this excess. A feature of the existing regulatory structure is that some of the
excess return is captured by the regulators and used to subsidize other activitie s
related in some way to the electricity market. The tax-exempt bond s ubsidy enjoyed
by public power provides the same opportunities; rather than using it to provid e
lower electricity prices, it can be used to subsidize other activities. Industr y
restructuring and loss of tax-exempt bonds raise the possibility that these subsidies
might be eliminated or reduced.

Numerous examples of these subsidized activities exist. For example, wer e
regulators or power authorities to implement marginal cost pricing, a utility’s rural
customers might pay even higher prices compared to urban customers than currently
is the case. This is attributable to the greater marginal cost for extending service to
a rural area characterized by lower customer density and greater transmissio n
distance. Thus, one of the “benefits” of average cost pricing often is to require urba n
customers of a utility to pay more-than-competitive prices to finance less-than -
competitive prices for rural customers. Some have expressed concern that a
consequence of deregulating generation and retailing of electricity and eliminating the
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tax-exempt bond subsidy is that it will eliminate subsidy of this related activity and
result in higher prices for rural areas.

Other examples of subsidies financed with the monopoly rents and/or ta x
preferences of the existing industry include such activities as low-income energ y
assistance, provision of advice about and sometimes direct subsidy of ~customer energy
conservation activities, funding of research, and encouragement of alternative energ y
sources. Public power use of its tax-exempt bond subsidy might be extended t o
include virtually any service in the public sector budget or general tax reduction.

Continued financing of such activities in a restructured market will inhibit full
implementatio n of economically efficient marginal cost pricing and will reduce the
economic gains from restructuring. If the increased supply of these subsidize d
activities is sufficiently valuable to merit continuation, the subsidy need not b e
provided by electricity consumers through higher-than-competitive prices.

As a general rule, all of these activities can be financed by collect ing income or
other generally applicable taxes and providing direct subsidies, or by foregoing the
collection of taxes through tax exemptions, deductions, and credits. Use of suc h
general taxes to continue these activities would spread any distortion of resourc e
allocation and loss of economic efficiency across all markets, not just the electricity
market. And the cost of the subsidy would be financed by the entire taxpayin g
population, not just by those electricity consumers paying more-than-competitiv e
prices.

When deregulating the telecommunications industry, Congress opted to continu e
subsidizing related activities by adjusting telecommunications rates rather thanb y
switching to the general budget. The 1996 Telecommun ications Act (P.L. 104-104)
established the Universal Service Fund financed with a tax on billed revenue o
telecommunications carriers (now about 4 percent, but varies with universal service
needs). “Universal service needs” subsidized include: rates for telephone companie s
(primarily rural) with high costs; telecommunicatio ns services for schools, libraries,
and rural health-care providers; assistance to low-income customers; an d
telecommunications devices for the deaf. A similar approach could be followed for
electricity if maintenance of subsidy for related activities is desired. Most electri ¢
restructuring bills do provide for continued funding of such subsidies. '’

VII. Legislation and Regulations

The Internal Revenue Code and the associated Final Regulations regardin g
private-activity bonds as adopted in final form on January 16, 1997 (originall y
proposed in 1994) established a system to handle instances of post-issuance violatio n
of tax-exempt bond rules. In general, as applied to utilities, output is counted agains t
the 10 percent rules if the contract between the utility and the buyer transfers to  a

'7U.S. Library of Congress, Congressional Research Service, Electricity Restructuring:
Comparison of S. 1401, H.R. 655, H.R. 1230, S. 722, and H.R. 1960, Report 97-504 ENR
by Larry Parker, November 17, 1997, 11p.



CRS-15

nongovernmental person the benefits of owning the facility and the burdens of payin g
debt service on the facility. Whether or not a contract makes such a transfer depend s
to a great extent upon the degree of certainty with which payments are made under
the contract.

On January 21, 1998, the Internal Revenue Service issued temporary regulation s
dealing specifically with output facilities that adjust the rules abo ve for determining
private business use.'® Generally under the 1994 regulat ions, contracts that required
payment were counted as private use, whether or not the customer used all the powe r
contracted for, but contracts that required payment only for power used were not
The temporary regulations include many of the latter types of contracts as private use .
In addition, contracts that are pledged as security for an issue constitute private use
even if the payment is not substantially certain.

The temporary regulations expand the private-use exception granted fo r
swapping and pooling arrangements to include swapping entered into to increas e
system reliability. The exception for short-term sales (spot sales) to accommodate
excess capacity is also expanded. And the sale of excess power “stranded” duet o
deregulation (in other words, the loss of customers to other utilities) for a contrac t
period not to exceed three years does not count as private use provided: no additiona 1
tax-exempt bonds for capacity expansion are issued during the contract period; the
public power authority offers nondiscriminatory prices o n its transmission facilities;
all of the output being sold in the contract is stranded due to parti cipation in an open

access system; and stranded costs recovered are used to redeem the tax-exemp t
bonds.

The temporary regulations gen erally also provide an exception for outstanding
bonds for the use of transmission facilities in response to or in anticipation ofa FER C
or state order to participate in an open acce ss plan. The exception does not apply to
the sale, exchange, or other disposition of transmission facilities to a nongovernmenta 1
person.

S. 1483 introduced by Senator Murkowski on November 8, 1997, would no t
count several types of public power transactions as private use. These include:

1. Sales to another public power utility that is not participating in an open acces s
plan and will sell the output for general public use.

2. Output exchanges for a utility that on an annual basis is a net recipient o f
exchange power, for which the exchange agreement is not an output-typ e
contract and whose purpose is to satisfy peak load demand or temporary — outage
problems.

3. Sales of excess output for a single contract not to exceed 30 day s that are not
output contracts with specific purchasers.

'"TD 8757, IRS Final Temporary Rules Guiding State, Local Governments That Issue Bond s
for Output Facilities, January 21, 1998.
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4. Sales of excess output that do not exceed $1 million.

The bill would also allow tax-exempt bonds for facilities used in open acces s
plans to remain tax exempt if the utility agrees to:

1. Issue no tax-exempt bonds for any output facilities after the date of ope n
access participation.

2. Outstanding tax-exempt bonds issued before December 1, 1997 are redeeme d
by the later of the earliest date they may be redeemed (as determined by the bon d
covenant) or the date of the election to participate. For bonds issued afte r
November 30, 1997, and before the date of participation, the bonds must b e
redeemed by the earlier of the earliest date they may be redeemed or 10 year s
after S. 1483 is enacted.

The Administration’s March 25, 1998 proposal for restructuring the electricity
industry appears to take a different, less circumstance or contract-specific, tack. I t
would:

... provide that (1) private use limitations are inapplicable to outstandin g
bonds for publicly-owned generation, transmission or ~ distribution facilitie s
if used in connection with retail ¢ ompetition or open access transmission,
and (2) tax-exempt financing is unavailable for new generation o r
transmission facilities. Tax-exempt financing would continue to b e
available for distribution facilities subject to current law private us e
limitations. "

The continuation of tax-exempt bonds for distribution facilities requires some
explanation. This decision probably has more to do with the practical realities of local
public services than with economic principles discussed earlier. In principle, th e
discussion in section V about transmission facilities applies for distribution facilities
But transmission facilities usually are placed on property reserved solely fo r
transmission of electricity. Distribution facilities often share property being use d for
other public utilities such as sewer and water. Denying tax-exempt bonds would rais ¢
difficult administrative questions about what share of the investment in this shared
property is devoted to electricity. One might think of the incremental costs fo r
distribution facilities as minimal.

The Administration proposal would also create a $3 billion per year Publi ¢
Benefit Fund financed with a generation or transmission interconnection fee not to
exceed 1/10 of one cent per kilowatt hour. The fund would be used to provid e
matching grants to states for activities now subsidized through the regulator y
framework: low-income assistance; energy efficiency programs; consumer education ;
and the development and demonstration of emerging technologies. This charge is
in effect a per unit tax. It will stimulate some decisions that will reduce the economi ¢
gain to be achieved with the lower prices from deregulation. These costs ar e
expected to be compensated by the social benefits produced by the subsidize d

U.S. Department of Energy, Comprehensive Electricity Competition Plan, March 25, 1998 .
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activities. The fund will, however, be financed as a function of each taxpayer’ s
electricity consumption rather than his contribution to the general fund.



